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(iii) In 1994, V incurs $10,000 of section 471
costs of which $3,000 remain in inventory at
the end of the year. Under the simplified re-
sale method using a historic absorption
ratio, V determines the additional section

$3000 + 4,000 + 5,000 - $12,000

263A costs allocable to its ending inventory
by multiplying its historic ratio (5%) by the
section 471 costs remaining in its ending in-
ventory:

Additional section 263A costs = 5% x $3,000 = $150

(iv) To determine its ending inventory
under section 263A, V adds the additional
section 263A costs allocable to ending inven-
tory to its section 471 costs remaining in
ending inventory ($3,150=$150+%$3,000). The
balance of V’s additional section 263A costs
incurred during 1994 is taken into account in
1994 as part of V’s cost of goods sold.

(v) V’s qualifying period ends as of the
close of its 1998 taxable year. Therefore, 1999
is a recomputation year in which V must
compute its actual combined absorption
ratio. V determines its actual absorption
ratio for 1999 to be 5.25% and compares that
ratio to its historic absorption ratio (5.0%).
Therefore, V must continue to use its his-
toric absorption ratio of 5.0% throughout an
extended qualifying period, 1999 through 2004
(the recomputation year and the following
five taxable years).

(vi) If, instead, V’s actual combined ab-
sorption ratio for 1999 were not between 4.5%
and 5.5%, V’s qualifying period would end
and V would be required to compute a new
historic absorption ratio with reference to
an updated test period of 1999, 2000, and 2001.
Once V’s historic absorption ratio is deter-
mined for the updated test period, it would
be used for a new qualifying period beginning
in 2002.

(5) Additional simplified methods for re-
sellers. The Commissioner may pre-
scribe additional elective simplified
methods by revenue ruling or revenue
procedure.

(e) Cross reference. See §1.6001-1(a) re-
garding the duty of taxpayers to keep
such records as are sufficient to estab-
lish the amount of gross income, de-
ductions, etc.

[T.D. 8482, 58 FR 42224, Aug. 9, 1993; 58 FR
47784, Sept. 10, 1993; 59 FR 3319, Jan. 21, 1994,
as amended by T.D. 8559, 59 FR 39962, Aug. 5,
1994]

§1.263A-4 Rules for property pro-
duced in a farming business.

(a) Introduction—(1) In general. This
section provides guidance with respect
to the application of section 263A to
property produced in a farming busi-
ness as defined in paragraph (a)(4) of
this section. Except as otherwise pro-
vided by the rules of this section, the
general rules of 8§1.263A-1 through
1.263A-3 and §§1.263A-7 through 1.263A-
15 apply to property produced in a
farming business. A taxpayer that en-
gages in the raising or growing of any
agricultural or horticultural com-
modity, including both plants and ani-
mals, is engaged in the production of
property. Section 263A generally re-
quires the capitalization of the direct
costs and an allocable portion of the
indirect costs that directly benefit or
are incurred by reason of the produc-
tion of this property. The direct and in-
direct costs of producing plants or ani-
mals generally include preparatory
costs allocable to the plant or animal
and preproductive period costs of the
plant or animal. Except as provided in
paragraphs (a)(2) and (e) of this section,
taxpayers must capitalize the costs of
producing all plants and animals unless
the election described in paragraph (d)
of this section is made.

(2) Exception—(i) In general. Section
263A does not apply to the costs of pro-
ducing plants with a preproductive pe-
riod of 2 years or less or the costs of
producing animals in a farming busi-
ness, if the taxpayer is not—
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(A) A corporation or partnership re-
quired to use an accrual method of ac-
counting (accrual method) under sec-
tion 447 in computing its taxable in-
come from farming; or

(B) A tax shelter prohibited from
using the cash receipts and disburse-
ments method of accounting (cash
method) under section 448(a)(3).

(ii) Tax shelter—(A) In general. A
farming business is considered a tax
shelter, and thus a taxpayer prohibited
from using the cash method under sec-
tion 448(a)(3), if the farming business
is—

(1) A farming syndicate as defined in
section 464(c); or

(2) A tax shelter, within the meaning
of section 6662(d)(2)(C)(iii).

(B) Presumption. Marketed arrange-
ments in which persons carry on farm-
ing activities using the services of a
common managerial or administrative
service will be presumed to have the
principal purpose of tax avoidance,
within the meaning of section
6662(d)(2)(C)(iii), if such persons prepay
a substantial portion of their farming
expenses with borrowed funds.

(iii) Examples. The following exam-
ples illustrate the provisions of this
paragraph (a)(2):

Example 1. Farmer A grows trees that have
a preproductive period in excess of 2 years,
and that produce an annual crop. Farmer A
is not required by section 447 to use an ac-
crual method or prohibited by section
448(a)(3) from using the cash method. Accord-
ingly, Farmer A qualifies for the exception
described in this paragraph (a)(2). Since the
trees have a preproductive period in excess
of 2 years, Farmer A must capitalize the di-
rect costs and an allocable portion of the in-
direct costs that directly benefit or are in-
curred by reason of the production of the
trees. Since the annual crop has a
preproductive period of 2 years or less, Farm-
er A is not required to capitalize the costs of
producing the crops.

Example 2. Assume the same facts as Exam-
ple 1, except that Farmer A is required by
section 447 to use an accrual method or pro-
hibited by 448(a)(3) from using the cash
method. Farmer A does not qualify for the
exception described in this paragraph (a)(2).
Farmer A is required to capitalize the direct
costs and an allocable portion of the indirect
costs that directly benefit or are incurred by
reason of the production of the trees and
crops.
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(3) Costs required to be capitalized or
inventoried under another provision. The
exceptions from capitalization pro-
vided in paragraphs (a)(2), (d) and (e) of
this section do not apply to any cost
that is required to be capitalized or
inventoried under another Internal
Revenue Code or regulatory provision,
such as section 263 or 471.

(4) Farming business—(i) In general. A
farming business means a trade or
business involving the cultivation of
land or the raising or harvesting of any
agricultural or horticultural com-
modity. Examples include the trade or
business of operating a nursery or sod
farm; the raising or harvesting of trees
bearing fruit, nuts, or other crops; the
raising of ornamental trees (other than
evergreen trees that are more than 6
years old at the time they are severed
from their roots); and the raising,
shearing, feeding, caring for, training,
and management of animals. For pur-
poses of this section, the term har-
vesting does not include contract har-
vesting of an agricultural or horti-
cultural commodity grown or raised by
another. Similarly, merely buying and
reselling plants or animals grown or
raised entirely by another is not rais-
ing an agricultural or horticultural
commodity. A taxpayer is engaged in
raising a plant or animal, rather than
the mere resale of a plant or animal, if
the plant or animal is held for further
cultivation and development prior to
sale. In determining whether a plant or
animal is held for further cultivation
and development prior to sale, consid-
eration will be given to all of the facts
and circumstances, including: the
value added by the taxpayer to the
plant or animal through agricultural
or horticultural processes; the length
of time between the taxpayer’s acquisi-
tion of the plant or animal and the
time that the taxpayer makes the
plant or animal available for sale; and
in the case of a plant, whether the
plant is kept in the container in which
purchased, replanted in the ground, or
replanted in a series of larger con-
tainers as it is grown to a larger size.

(A) Plant. A plant produced in a farm-
ing business includes, but is not lim-
ited to, a fruit, nut, or other crop bear-
ing tree, an ornamental tree, a vine, a
bush, sod, and the crop or yield of a
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plant that will have more than one
crop or yield raised by the taxpayer.
Sea plants are produced in a farming
business if they are tended and cul-
tivated as opposed to merely harvested.

(B) Animal. An animal produced in a
farming business includes, but is not
limited to, any stock, poultry or other
bird, and fish or other sea life raised by
the taxpayer. Thus, for example, the
term animal may include a cow, chick-
en, emu, or salmon raised by the tax-
payer. Fish and other sea life are pro-
duced in a farming business if they are
raised on a fish farm. A fish farm is an
area where fish or other sea life are
grown or raised as opposed to merely
caught or harvested.

(ii) Incidental activities—(A) In gen-
eral. A farming business includes proc-
essing activities that are normally in-
cident to the growing, raising, or har-
vesting of agricultural or horticultural
products. For example, a taxpayer in
the trade or business of growing fruits
and vegetables may harvest, wash, in-
spect, and package the fruits and vege-
tables for sale. Such activities are nor-
mally incident to the raising of these
crops by farmers. The taxpayer will be
considered to be in the trade or busi-
ness of farming with respect to the
growing of fruits and vegetables and
the processing activities incident to
their harvest.

(B) Activities that are not incidental.
Farming business does not include the
processing of commodities or products
beyond those activities that are nor-
mally incident to the growing, raising,
or harvesting of such products.

(iii) Examples. The following exam-
ples illustrate the provisions of this
paragraph (a)(4):

Example 1. Individual A operates a retail
nursery. Individual A has three categories of
plants. The first category is comprised of
plants that Individual A grows from seeds or
cuttings. The second category is comprised
of plants that Individual A purchases in con-
tainers and grows for a period of from sev-
eral months to several years. Individual A
replants some of these plants in the ground.
The others are replanted in a series of larger
containers as they grow. The third category
is comprised of plants that are purchased by
Individual A in containers. Individual A does
not grow these plants to a larger size before
making them available for resale. Instead,
Individual A makes these plants available
for resale, in the container in which pur-
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chased, shortly after receiving them. Thus,
no value is added to these plants by Indi-
vidual A through horticultural processes. In-
dividual A also sells soil, mulch, chemicals,
and yard tools. Individual A is producing
property in the farming business with re-
spect to the first two categories of plants be-
cause these plants are held for further cul-
tivation and development prior to sale. The
plants in the third category are not held for
further cultivation and development prior to
sale and, therefore, are not regarded as prop-
erty produced in a farming business for pur-
poses of section 263A. Accordingly, Indi-
vidual A must account for the third category
of plants, along with the soil, mulch, chemi-
cals, and yard tools, as property acquired for
resale. If Individual A’s average annual gross
receipts are less than $10 million, Individual
A will not be required to capitalize costs
with respect to its resale activities under
section 263A.

Example 2. Individual B is in the business of
growing and harvesting wheat and other
grains. Individual B also processes grain that
Individual B has harvested in order to
produce breads, cereals, and other similar
food products, which Individual B then sells
to customers in the course of its business.
Although Individual B is in the farming busi-
ness with respect to the growing and har-
vesting of grain, Individual B is not in the
farming business with respect to the proc-
essing of such grain to produce the food
products.

Example 3. Individual C is in the business of
raising poultry and other livestock. Indi-
vidual C also operates a meat processing op-
eration in which the poultry and other live-
stock are slaughtered, processed, and pack-
aged or canned. The packaged or canned
meat is sold to Individual C’s customers. Al-
though Individual C is in the farming busi-
ness with respect to the raising of poultry
and other livestock, Individual C is not in
the farming business with respect to the
slaughtering, processing, packaging, and
canning of such animals to produce the food
products.

(b) Application of section 263A to prop-
erty produced in a farming business—(1)
In general. Unless otherwise provided in
this section, section 263A requires the
capitalization of the direct costs and
an allocable portion of the indirect
costs that directly benefit or are in-
curred by reason of the production of
any property in a farming business (in-
cluding animals and plants without re-
gard to the length of their
preproductive period). Section 1.263A-
1(e) describes the types of direct and
indirect costs that generally must be
capitalized by taxpayers under section
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263A and paragraphs (b)(1)(i) and (ii) of
this section provide specific examples
of the types of costs typically incurred
in the trade or business of farming. For
purposes of this section, soil and water
conservation expenditures that a tax-
payer has elected to deduct under sec-
tion 175 and fertilizer that a taxpayer
has elected to deduct under section 180
are not subject to capitalization under
section 263A, except to the extent these
costs are required to be capitalized as a
preproductive period cost of a plant or
animal.

(i) Plants. The costs of producing a
plant typically required to be capital-
ized under section 263A include the
costs incurred so that the plant’s grow-
ing process may begin (preparatory
costs), such as the acquisition costs of
the seed, seedling, or plant, and the
costs of planting, cultivating, main-
taining, or developing the plant during
the preproductive period
(preproductive period costs).
Preproductive period costs include, but
are not limited to, management, irri-
gation, pruning, soil and water con-
servation (including costs that the tax-
payer has elected to deduct under sec-
tion 175), fertilizing (including costs
that the taxpayer has elected to deduct
under section 180), frost protection,
spraying, harvesting, storage and han-
dling, upkeep, electricity, tax deprecia-
tion and repairs on buildings and
equipment used in raising the plants,
farm overhead, taxes (except state and
Federal income taxes), and interest re-
quired to be capitalized under section
263A(f).

(ii) Animals. The costs of producing
an animal typically required to be cap-
italized under section 263A include the
costs incurred so that the animal’s
raising process may begin (preparatory
costs), such as the acquisition costs of
the animal, and the costs of raising or
caring for such animal during the
preproductive period (preproductive pe-
riod costs). Preproductive period costs
include, but are not limited to, man-
agement, feed (such as grain, silage,
concentrates, supplements, haylage,
hay, pasture and other forages), main-
taining pasture or pen areas (including
costs that the taxpayer has elected to
deduct under sections 175 or 180), breed-
ing, artificial insemination, veterinary
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services and medicine, livestock haul-
ing, bedding, fuel, electricity, hired
labor, tax depreciation and repairs on
buildings and equipment used in rais-
ing the animals (for example, barns,
trucks, and trailers), farm overhead,
taxes (except state and Federal income
taxes), and interest required to be cap-
italized under section 263A(f).

(2) Preproductive period—(i) Plant—(A)
In general. The preproductive period of
property produced in a farming busi-
ness means—

(1) In the case of a plant that will
have more than one crop or yield (for
example, an orange tree), the period
before the first marketable crop or
yield from such plant;

(2) In the case of the crop or yield of
a plant that will have more than one
crop or yield (for example, the orange),
the period before such crop or yield is
disposed of; or

(3) In the case of any other plant, the
period before such plant is disposed of.

(B) Applicability of section 263A. For
purposes of determining whether a
plant has a preproductive period in ex-
cess of 2 years, the preproductive pe-
riod of plants grown in commercial
quantities in the United States is based
on the nationwide weighted average
preproductive period for such plant.
The Commissioner will publish a non-
inclusive list of plants with a nation-
wide weighted average preproductive
period in excess of 2 years. In the case
of other plants grown in commercial
quantities in the United States, the na-
tionwide weighted average
preproductive period must be deter-
mined based on available statistical
data. For all other plants, the taxpayer
is required, at or before the time the
seed or plant is acquired or planted, to
reasonably estimate the preproductive
period of the plant. If the taxpayer es-
timates a preproductive period in ex-
cess of 2 years, the taxpayer must cap-
italize the costs of producing the plant.
If the estimate is reasonable, based on
the facts in existence at the time it is
made, the determination of whether
section 263A applies is not modified at
a later time even if the actual length of
the preproductive period differs from
the estimate. The actual length of the
preproductive period will, however, be
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considered in evaluating the reason-
ableness of the taxpayer’s future esti-
mates. The nationwide weighted aver-
age preproductive period or the esti-
mated preproductive period is only
used for purposes of determining
whether the preproductive period of a
plant is greater than 2 years.

(C) Actual preproductive period. The
plant’s actual preproductive period is
used for purposes of determining the
period during which a taxpayer must
capitalize preproductive period costs
with respect to a particular plant.

(1) Beginning of the preproductive pe-
riod. The actual preproductive period of
a plant begins when the taxpayer first
incurs costs that directly benefit or are
incurred by reason of the plant. Gen-
erally, this occurs when the taxpayer
plants the seed or plant. In the case of
a taxpayer that acquires plants that
have already been permanently plant-
ed, or plants that are tended by the
taxpayer or another prior to perma-
nent planting, the actual preproductive
period of the plant begins upon acquisi-
tion of the plant by the taxpayer. In
the case of the crop or yield of a plant
that will have more than one crop or
yield, the actual preproductive period
begins when the plant has become pro-
ductive in marketable quantities and
the crop or yield first appears, for ex-
ample, in the form of a sprout, bloom,
blossom, or bud.

(2) End of the preproductive period—(i)
In general. In the case of a plant that
will have more than one crop or yield,
the actual preproductive period ends
when the plant first becomes produc-
tive in marketable quantities. In the
case of any other plant (including the
crop or yield of a plant that will have
more than one crop or yield), the ac-
tual preproductive period ends when
the plant, crop, or yield is sold or oth-
erwise disposed of. Field costs, such as
irrigating, fertilizing, spraying and
pruning, that are incurred after the
harvest of a crop or yield but before
the crop or yield is sold or otherwise
disposed of are not required to be in-
cluded in the preproductive period
costs of the harvested crop or yield be-
cause they do not benefit and are unre-
lated to the harvested crop or yield.

(ii) Marketable quantities. A plant that
will have more than one crop or yield
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becomes productive in marketable
quantities once a crop or yield is pro-
duced in sufficient quantities to be har-
vested and marketed in the ordinary
course of the taxpayer’s business. Fac-
tors that are relevant to determining
whether a crop or yield is produced in
sufficient quantities to be harvested
and marketed in the ordinary course
include: whether the crop or yield is
harvested that is more than de minimis,
although it may be less than expected
at the maximum bearing stage, based
on a comparison of the quantities per
acre harvested in the year in question
to the quantities per acre expected to
be harvested when the plant reaches
full maturity; and whether the sales
proceeds exceed the costs of harvest
and make a reasonable contribution to
an allocable share of farm expenses.

(D) Examples. The following examples
illustrate the provisions of this para-
graph (b)(2):

Example 1. (i) Farmer A, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
United States. Farmer A acquires 1 year-old
plants by purchasing them from an unrelated
party, Corporation B, and plants them imme-
diately. The nationwide weighted average
preproductive period of the plant is 4 years.
The particular plants grown by Farmer A do
not begin to produce in marketable quan-
tities until 3 years and 6 months after they
are planted by Farmer A.

(ii) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer A is required to capitalize the costs
of producing the plants. See paragraphs (a)(2)
and (b)(2)(i)(B) of this section. In accordance
with paragraph (b)(2)(i)(C)(1) of this section,
Farmer A must begin to capitalize the
preproductive period costs when the plants
are planted. In accordance with paragraph
(b)(2)(i)(C)(2) of this section, Farmer A must
continue to capitalize preproductive period
costs to the plants until the plants begin to
produce in marketable quantities. Thus,
Farmer A must capitalize the preproductive
period costs for a period of 3 years and 6
months (that is, until the plants are 4 years
and 6 months old), notwithstanding the fact
that the plants, in general, have a nation-
wide weighted average preproductive period
of 4 years.

Example 2. (i) Farmer B, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
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United States. The nationwide weighted av-
erage preproductive period of the plant is 2
years and 5 months. Farmer B acquires 1
month-old plants by purchasing them from
an unrelated party, Corporation B. Farmer B
enters into a contract with Corporation B
under which Corporation B will retain and
tend the plants for 7 months following the
sale. At the end of 7 months, Farmer B takes
possession of the plants and plants them in
the permanent orchard. The plants become
productive in marketable quantities 1 year
and 11 months after they are planted by
Farmer B.

(ii) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer B is required to capitalize the costs
of producing the plants. See paragraphs (a)(2)
and (b)(2)(i)(B) of this section. In accordance
with paragraph (b)(2)(i)(C)(1) of this section,
Farmer B must begin to capitalize the
preproductive period costs when the pur-
chase occurs. In accordance with paragraph
(b)(2)(i)(C)(2) of this section, Farmer B must
continue to capitalize the preproductive pe-
riod costs to the plants until the plants
begin to produce in marketable quantities.
Thus, Farmer B must capitalize the
preproductive period costs of the plants for a
period of 2 years and 6 months (the 7 months
the plants are tended by Corporation B and
the 1 year and 11 months after the plants are
planted by Farmer B), that is, until the
plants are 2 years and 7 months old, notwith-
standing the fact that the plants, in general,
have a nationwide weighted average
preproductive period of 2 years and 5 months.

Example 3. (i) Assume the same facts as in
Example 2, except that Farmer B acquires the
plants by purchasing them from Corporation
B when the plants are 8 months old and that
the plants are planted by Farmer B upon ac-
quisition.

(i) Since the plants are deemed to have a
preproductive period in excess of 2 years,
Farmer B is required to capitalize the costs
of producing the plants. See paragraphs (a)(2)
and (b)(2)(i)(B) of this section. In accordance
with paragraph (b)(2)(i)(C)(1) of this section,
Farmer B must begin to capitalize the
preproductive period costs when the plants
are planted. In accordance with paragraph
(b)(2)(1)(C)(2) of this section, Farmer B must
continue to capitalize the preproductive pe-
riod costs to the plants until the plants
begin to produce in marketable quantities.
Thus, Farmer B must capitalize the
preproductive period costs of the plants for a
period of 1 year and 11 months.

Example 4. (i) Farmer C, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
grown in commercial quantities in the
United States. Farmer C acquires 1 month-
old plants from an unrelated party and
plants them immediately. The nationwide
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weighted average preproductive period of the
plant is 2 years and 3 months. The particular
plants grown by Farmer C begin to produce
in marketable quantities 1 year and 10
months after they are planted by Farmer C.

(i) Since the plants are deemed to have a
nationwide weighted average preproductive
period in excess of 2 years, Farmer C is re-
quired to capitalize the costs of producing
the plants, notwithstanding the fact that the
particular plants grown by Farmer C become
productive in less than 2 years. See para-
graph (b)(2)(i)(B) of this section. In accord-
ance with paragraph (b)(2)(i)(C)(1) of this sec-
tion, Farmer C must begin to capitalize the
preproductive period costs when it plants the
plants. In accordance with paragraph
(b)(2)(1)(C)(2) of this section, Farmer C prop-
erly ceases capitalization of preproductive
period costs when the plants become produc-
tive in marketable quantities (that is, 1 year
and 10 months after they are planted, which
is when they are 1 year and 11 months old).

Example 5. (i) Farmer D, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, grows plants that will have
more than one crop or yield. The plants are
not grown in commercial quantities in the
United States. Farmer D acquires and plants
the plants when they are 1 year old and esti-
mates that they will become productive in
marketable quantities 3 years after planting.
Thus, at the time the plants are acquired
and planted Farmer D reasonably estimates
that the plants will have a preproductive pe-
riod of 4 years. The actual plants grown by
Farmer D do not begin to produce in market-
able quantities until 3 years and 6 months
after they are planted by Farmer D.

(ii) Since the plants have an estimated
preproductive period in excess of 2 years,
Farmer D is required to capitalize the costs
of producing the plants. See paragraph
(b)(2)(1)(B) of this section. In accordance
with paragraph (b)(2)(i)(C)(1) of this section,
Farmer D must begin to capitalize the
preproductive period costs when it acquires
and plants the plants. In accordance with
paragraph (b)(2)(i)(C)(2) of this section,
Farmer D must continue to capitalize the
preproductive period costs until the plants
begin to produce in marketable quantities.
Thus, Farmer D must capitalize the
preproductive period costs of the plants for a
period of 3 years and 6 months (that is, until
the plants are 4 years and 6 months old), not-
withstanding the fact that Farmer D esti-
mated that the plants would become produc-
tive after 4 years.

Example 6. (i) Farmer E, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section grows plants from seed. The
plants are not grown in commercial quan-
tities in the United States. The plants do not
have more than 1 crop or yield. At the time
the seeds are planted Farmer E reasonably
estimates that the plants will have a
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preproductive period of 1 year and 10 months.
The actual plants grown by Farmer E are not
ready for harvesting and disposal until 2
years and 2 months after the seeds are plant-
ed by Farmer E.

(ii) Because Farmer E’s estimate of the
preproductive period (which was 2 years or
less) was reasonable at the time made based
on the facts, Farmer E will not be required
to capitalize the costs of producing the
plants under section 263A, notwithstanding
the fact that the actual preproductive period
of the plants exceeded 2 years. See paragraph
(b)(2)(i)(B) of this section. However, Farmer
E must take the actual preproductive period
of the plants into consideration when mak-
ing future estimates of the preproductive pe-
riod of such plants.

Example 7. (i) Farmer F, a calendar year
taxpayer that does not qualify for the excep-
tion in paragraph (a)(2) of this section, grows
trees that will have more than one crop.
Farmer F acquires and plants the trees in
April, Year 1. On October 1, Year 6, the trees
become productive in marketable quantities.

(ii) The costs of producing the plant, in-
cluding the preproductive period costs in-
curred by Farmer F on or before October 1,
Year 6, are capitalized to the trees.
Preproductive period costs incurred after Oc-
tober 1, Year 6, are capitalized to a crop
when incurred during the preproductive pe-
riod of the crop and deducted as a cost of
maintaining the tree when incurred between
the disposal of one crop and the appearance
of the next crop. See paragraphs (b)(2)(i)(A),
b)()([H)(C)(1) and (b)(2)(1)(C)(2) of this sec-
tion.

Example 8. (i) Farmer G, a taxpayer that
qualifies for the exception in paragraph (a)(2)
of this section, produces fig trees on 10 acres
of land. The fig trees are grown in commer-
cial quantities in the United States and have
a nationwide weighted average preproductive
period in excess of 2 years. Farmer G ac-
quires and plants the fig trees in their per-
manent grove during Year 1. When the fig
trees are mature, Farmer G expects to har-
vest 10x tons of figs per acre. At the end of
Year 4, Farmer G harvests .5x tons of figs per
acre that it sells for $100x. During Year 4,
Farmer G incurs expenses related to the fig
operation of: $50x to harvest the figs and
transport them to market and other direct
and indirect costs related to the fig oper-
ation in the amount of $1000x.

(ii) Since the fig trees have a preproductive
period in excess of 2 years, Farmer G is re-
quired to capitalize the costs of producing
the fig trees. See paragraphs (a)(2) and
(b)(2)(1)(B) of this section. In accordance
with paragraph (b)(2)(i)(C)(2) of this section,
Farmer G must continue to capitalize
preproductive period costs to the trees until
they become productive in marketable quan-
tities. The following factors weigh in favor of
a determination that the fig trees did not be-
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come productive in Year 4: the quantity of
harvested figs is de minimis based on the fact
that the yield is only 5 percent of the ex-
pected yield at maturity and the proceeds
from the sale of the figs are sufficient, after
covering the costs of harvesting and trans-
porting the figs, to cover only a negligible
portion of the allocable farm expenses. Based
on these facts and circumstances, the fig
trees did not become productive in market-
able quantities in Year 4.

(if) Animal. An animal’s actual
preproductive period is used to deter-
mine the period that the taxpayer
must capitalize preproductive period
costs with respect to a particular ani-
mal.

(A) Beginning of the preproductive pe-
riod. The preproductive period of an
animal begins at the time of acquisi-
tion, breeding, or embryo implanta-
tion.

(B) End of the preproductive period. In
the case of an animal that will be used
in the trade or business of farming (for
example, a dairy cow), the
preproductive period generally ends
when the animal is (or would be consid-
ered) placed in service for purposes of
section 168 (without regard to the ap-
plicable convention). However, in the
case of an animal that will have more
than one yield (for example, a breeding
cow), the preproductive period ends
when the animal produces (for exam-
ple, gives birth to) its first yield. In the
case of any other animal, the
preproductive period ends when the
animal is sold or otherwise disposed of.

(C) Allocation of costs between animal
and yields. In the case of an animal
that will have more than one yield, the
costs incurred after the beginning of
the preproductive period of the first
yield but before the end of the
preproductive period of the animal
must be allocated between the animal
and the yield using any reasonable
method. Any depreciation allowance on
the animal may be allocated entirely
to the yield. Costs incurred after the
beginning of the preproductive period
of the second yield, but before the first
yield is weaned from the animal must
be allocated between the first and sec-
ond yield using any reasonable method.
However, a taxpayer may elect to allo-
cate these costs entirely to the second
yield. An allocation method used by a
taxpayer is a method of accounting
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that must be used consistently and is
subject to the rules of section 446 and
the regulations thereunder.

(c) Inventory methods—(1) In general.
Except as otherwise provided, the costs
required to be allocated to any plant or
animal under this section may be de-
termined using reasonable inventory
valuation methods such as the farm-
price method or the unit-livestock-
price method. See §1.471-6. Under the
unit-livestock-price method, unit
prices must include all costs required
to be capitalized under section 263A. A
taxpayer using the unit-livestock-price
method may elect to use the cost allo-
cation methods in §1.263A-1(f) or
1.263A-2(b) to allocate its direct and in-
direct costs to the property produced
in the business of farming. In such a
situation, section 471 costs are the
costs taken into account by the tax-
payer under the unit-livestock-price
method using the taxpayer’s standard
unit price as modified by this para-
graph (c)(1). Tax shelters, as defined in
paragraph (a)(2)(ii) of this section, that
use the unit-livestock-price method for
inventories must include in inventory
the annual standard unit price for all
animals that are acquired during the
taxable year, regardless of whether the
purchases are made during the last 6
months of the taxable year. Taxpayers
required by section 447 to use an ac-
crual method or prohibited by section
448(a)(3) from using the cash method
that use the unit-livestock-price meth-
od must modify the annual standard
price in order to reasonably reflect the
particular period in the taxable year in
which purchases of livestock are made,
if such modification is necessary in
order to avoid significant distortions in
income that would otherwise occur
through operation of the unit-live-
stock-price method.

(2) Available for property used in a
trade or business. The farm-price meth-
od or the unit-livestock-price method
may be used by any taxpayer to allo-
cate costs to any plant or animal under
this section, regardless of whether the
plant or animal is held or treated as in-
ventory property by the taxpayer.
Thus, for example, a taxpayer may use
the unit-livestock-price method to ac-
count for the costs of raising livestock
that will be used in the trade or busi-
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ness of farming (for example, a breed-
ing animal or a dairy cow) even though
the property in question is not inven-
tory property.

(3) Exclusion of property to which sec-
tion 263A does not apply. Notwith-
standing a taxpayer’s use of the farm-
price method with respect to farm
property to which the provisions of sec-
tion 263A apply, that taxpayer is not
required, solely by such use, to use the
farm-price method with respect to
farm property to which the provisions
of section 263A do not apply. Thus, for
example, assume Farmer A raises fruit
trees that have a preproductive period
in excess of 2 years and to which the
provisions of section 263A, therefore,
apply. Assume also that Farmer A
raises cattle and is not required to use
an accrual method by section 447 or
prohibited from using the cash method
by section 448(a)(3). Because Farmer A
qualifies for the exception in paragraph
(a)(2) of this section, Farmer A is not
required to capitalize the costs of rais-
ing the cattle. Although Farmer A may
use the farm-price method with respect
to the fruit trees, Farmer A is not re-
quired to use the farm-price method
with respect to the cattle. Instead,
Farmer A’s accounting for the cattle is
determined under other provisions of
the Code and regulations.

(d) Election not to have section 263A
apply—(1) Introduction. This paragraph
(d) permits certain taxpayers to make
an election not to have the rules of this
section apply to any plant produced in
a farming business conducted by the
electing taxpayer. The election is a
method of accounting under section
446, and once an election is made, it is
revocable only with the consent of the
Commissioner.

(2) Availability of the election. The
election described in this paragraph (d)
is available to any taxpayer that pro-
duces plants in a farming business, ex-
cept that no election may be made by
a corporation, partnership, or tax shel-
ter required to use an accrual method
under section 447 or prohibited from
using the cash method by section
448(a)(3). Moreover, the election does
not apply to the costs of planting, cul-
tivation, maintenance, or development
of a citrus or almond grove (or any
part thereof) incurred prior to the close
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of the fourth taxable year beginning
with the taxable year in which the
trees were planted in the permanent
grove (including costs incurred prior to
the permanent planting). If a citrus or
almond grove is planted in more than
one taxable year, the portion of the
grove planted in any one taxable year
is treated as a separate grove for pur-
poses of determining the year of plant-
ing.

(3) Time and manner of making the elec-
tion—(i) Automatic election. A taxpayer
makes the election under this para-
graph (d) by not applying the rules of
section 263A to determine the capital-
ized costs of plants produced in a farm-
ing business and by applying the spe-
cial rules in paragraph (d)(4) of this
section on its original return for the
first taxable year in which the tax-
payer is otherwise required to cap-
italize section 263A costs. Thus, in
order to be treated as having made the
election under this paragraph (d), it is
necessary to report both income and
expenses in accordance with the rules
of this paragraph (d) (for example, it is
necessary to use the alternative depre-
ciation system as provided in para-
graph (d)(4)(ii) of this section). For ex-
ample, a farmer who deducts costs that
are otherwise required to be capitalized
under section 263A but fails to use the
alternative depreciation system under
section 168(g)(2) for applicable property
placed in service has not made an elec-
tion under this paragraph (d) and is not
in compliance with the provisions of
section 263A. In the case of a partner-
ship or S corporation, the election
must be made by the partner, share-
holder, or member.

(ii) Nonautomatic election. A taxpayer
that does not make the election under
this paragraph (d) as provided in para-
graph (d)(3)(i) must obtain the consent
of the Commissioner to make the elec-
tion by filing a Form 3115, Application
for Change in Method of Accounting, in
accordance with §1.446-1(e)(3).

(4) Special rules. If the election under
this paragraph (d) is made, the tax-
payer is subject to the special rules in
this paragraph (d)(4).

(i) Section 1245 treatment. The plant
produced by the taxpayer is treated as
section 1245 property and any gain re-
sulting from any disposition of the
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plant is recaptured (that is, treated as
ordinary income) to the extent of the
total amount of the deductions that,
but for the election, would have been
required to be capitalized with respect
to the plant. In calculating the amount
of gain that is recaptured under this
paragraph (d)(4)(i), a taxpayer may use
the farm-price method or another sim-
plified method permitted under these
regulations in determining the deduc-
tions that otherwise would have been
capitalized with respect to the plant.

(ii) Required use of alternative depre-
ciation system. If the taxpayer or a re-
lated person makes an election under
this paragraph (d), the alternative de-
preciation system (as defined in sec-
tion 168(g)(2)) must be applied to all
property used predominantly in any
farming business of the taxpayer or re-
lated person and placed in service in
any taxable year during which the elec-
tion is in effect. The requirement to
use the alternative depreciation sys-
tem by reason of an election under this
paragraph (d) will not prevent a tax-
payer from making an election under
section 179 to deduct certain depre-
ciable business assets.

(iii) Related person—(A) In general.
For purposes of this paragraph (d)(4),
related person means—

(1) The taxpayer and members of the
taxpayer’s family;

(2) Any corporation (including an S
corporation) if 50 percent or more of
the stock (in value) is owned directly
or indirectly (through the application
of section 318) by the taxpayer or mem-
bers of the taxpayer’s family;

(3) A corporation and any other cor-
poration that is a member of the same
controlled group (within the meaning
of section 1563(a)(1)); and

(4) Any partnership if 50 percent or
more (in value) of the interests in such
partnership is owned directly or indi-
rectly by the taxpayer or members of
the taxpayer’s family.

(B) Members of family. For purposes of
this paragraph (d)(4)(iii), the terms
“members of the taxpayer’s family”,
and “members of family’ (for purposes
of applying section 318(a)(1)), means
the spouse of the taxpayer (other than
a spouse who is legally separated from
the individual under a decree of divorce
or separate maintenance) and any of
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the taxpayer’s children (including le-
gally adopted children) who have not
reached the age of 18 as of the last day
of the taxable year in question.

(5) Examples. The following examples
illustrate the provisions of this para-

graph (d):

Example 1. (i) Farmer A, an individual, is
engaged in the trade or business of farming.
Farmer A grows apple trees that have a
preproductive period greater than 2 years. In
addition, Farmer A grows and harvests
wheat and other grains. Farmer A elects
under this paragraph (d) not to have the
rules of section 263A apply to the costs of
growing the apple trees.

(ii) In accordance with paragraph (d)(4) of
this section, Farmer A is required to use the
alternative depreciation system described in
section 168(g)(2) with respect to all property
used predominantly in any farming business
in which Farmer A engages (including the
growing and harvesting of wheat) if such
property is placed in service during a year
for which the election is in effect. Thus, for
example, all assets and equipment (including
trees and any equipment used to grow and
harvest wheat) placed in service during a
year for which the election is in effect must
be depreciated as provided in section
168(9)(2).

Example 2. Assume the same facts as in Ex-
ample 1, except that Farmer A and members
of Farmer A’s family (as defined in para-
graph (d)(4)(iii)(B) of this section) also own
51 percent (in value) of the interests in Part-
nership P, which is engaged in the trade or
business of growing and harvesting corn.
Partnership P is a related person to Farmer
A under the provisions of paragraph (d)(4)(iii)
of this section. Thus, the requirements to
use the alternative depreciation system
under section 168(g)(2) also apply to any
property used predominantly in a trade or
business of farming which Partnership P
places in service during a year for which an
election made by Farmer A is in effect.

(e) Exception for certain costs resulting
from casualty losses—(1) In general. Sec-
tion 263A does not require the capital-
ization of costs that are attributable to
the replanting, cultivating, maintain-
ing, and developing of any plants bear-
ing an edible crop for human consump-
tion (including, but not limited to,
plants that constitute a grove, orchard,
or vineyard) that were lost or damaged
while owned by the taxpayer by reason
of freezing temperatures, disease,
drought, pests, or other casualty (re-
planting costs). Such replanting costs
may be incurred with respect to prop-
erty other than the property on which
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the damage or loss occurred to the ex-
tent the acreage of the property with
respect to which the replanting costs
are incurred is not in excess of the
acreage of the property on which the
damage or loss occurred. This para-
graph (e) applies only to the replanting
of plants of the same type as those lost
or damaged. This paragraph (e) applies
to plants replanted on the property on
which the damage or loss occurred or
property of the same or lesser acreage
in the United States irrespective of dif-
ferences in density between the lost or
damaged and replanted plants. Plants
bearing crops for human consumption
are those crops normally eaten or
drunk by humans. Thus, for example,
costs incurred with respect to replant-
ing plants bearing jojoba beans do not
qualify for the exception provided in
this paragraph (e) because that crop is
not normally eaten or drunk by hu-
mans.

(2) Ownership. Replanting costs de-
scribed in paragraph (e)(1) of this sec-
tion generally must be incurred by the
taxpayer that owned the property at
the time the plants were lost or dam-
aged. Paragraph (e)(1) of this section
will apply, however, to costs incurred
by a person other than the taxpayer
that owned the plants at the time of
damage or loss if—

(i) The taxpayer that owned the
plants at the time the damage or loss
occurred owns an equity interest of
more than 50 percent in such plants at
all times during the taxable year in
which the replanting costs are paid or
incurred; and

(ii) Such other person owns any por-
tion of the remaining equity interest
and materially participates in the re-
planting, cultivating, maintaining, or
developing of such plants during the
taxable year in which the replanting
costs are paid or incurred. A person
will be treated as materially partici-
pating for purposes of this provision if
such person would otherwise meet the
requirements with respect to material
participation within the meaning of
section 2032A(e)(6).

(3) Examples. The following examples
illustrate the provisions of this para-

graph (e):

Example 1. (i) Farmer A grows cherry trees
that have a preproductive period in excess of
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2 years and produce an annual crop. These
cherries are normally eaten by humans.
Farmer A grows the trees on a 100 acre par-
cel of land (parcel 1) and the groves of trees
cover the entire acreage of parcel 1. Farmer
A also owns a 150 acre parcel of land (parcel
2) that Farmer A holds for future use. Both
parcels are in the United States. In 2000, the
trees and the irrigation and drainage sys-
tems that service the trees are destroyed in
a casualty (within the meaning of paragraph
(e)(1) of this section). Farmer A installs new
irrigation and drainage systems on parcel 1,
purchases young trees (seedlings), and plants
the seedlings on parcel 1.

(i) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized. In accordance with paragraph (e)(1) of
this section, the costs of planting, culti-
vating, developing, and maintaining the
seedlings during their preproductive period
are not required to be capitalized by section
263A.

Example 2. (i) Assume the same facts as in
Example 1 except that Farmer A decides to
replant the seedlings on parcel 2 rather than
on parcel 1. Accordingly, Farmer A installs
the new irrigation and drainage systems on
100 acres of parcel 2 and plants seedlings on
those 100 acres.

(i) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized. Because the acreage of the related por-
tion of parcel 2 does not exceed the acreage
of the destroyed orchard on parcel 1, the
costs of planting, cultivating, developing,
and maintaining the seedlings during their
preproductive period are not required to be
capitalized by section 263A. See paragraph
(e)(1) of this section.

Example 3. (i) Assume the same facts as in
Example 1 except that Farmer A replants the
seedlings on parcel 2 rather than on parcel 1,
and Farmer A additionally decides to expand
its operations by growing 125 rather than 100
acres of trees. Accordingly, Farmer A in-
stalls new irrigation and drainage systems
on 125 acres of parcel 2 and plants seedlings
on those 125 acres.

(ii) The costs of the irrigation and drainage
systems and the seedlings must be capital-
ized. The costs of planting, cultivating, de-
veloping, and maintaining 100 acres of the
trees during their preproductive period are
not required to be capitalized by section
263A. The costs of planting, cultivating,
maintaining, and developing the additional
25 acres are, however, subject to capitaliza-
tion under section 263A. See paragraph (e)(1)
of this section.

(4) Special rule for citrus and almond
groves—(i) In general. The exception in
this paragraph (e) is available with re-
spect to replanting costs of a citrus or
almond grove incurred prior to the
close of the fourth taxable year after
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replanting, notwithstanding the tax-
payer’s election to have section 263A
not apply (described in paragraph (d) of
this section).

(ii) Example. The following example
illustrates the provisions of this para-

graph (e)(4):

Example. (i) Farmer A, an individual, is en-
gaged in the trade or business of farming.
Farmer A grows citrus trees that have a
preproductive period of 5 years. Farmer A
elects, under paragraph (d) of this section,
not to have section 263A apply. This election,
however, is unavailable with respect to the
costs of producing a citrus grove incurred
within the first 4 years beginning with the
year the trees were planted. See paragraph
(d)(2) of this section. In year 10, after the cit-
rus grove has become productive in market-
able quantities, the citrus grove is destroyed
by a casualty within the meaning of para-
graph (e)(1) of this section. In year 10, Farm-
er A acquires and plants young citrus trees
in the same grove to replace those destroyed
by the casualty.

(ii) Farmer A must capitalize the costs of
producing the citrus grove incurred before
the close of the fourth taxable year begin-
ning with the year in which the trees were
permanently planted. As a result of the elec-
tion not to have section 263A apply, Farmer
A may deduct the preproductive period costs
incurred in the fifth year. In year 10, Farmer
A must capitalize the acquisition cost of the
young trees. However, the costs of planting,
cultivating, developing, and maintaining the
young trees that replace those destroyed by
the casualty are exempted from capitaliza-
tion under this paragraph (e).

(f) Effective date and change in method
of accounting—(1) Effective date. In the
case of property that is not inventory
in the hands of the taxpayer, this sec-
tion is applicable to costs incurred
after August 21, 2000 in taxable years
ending after August 21, 2000. In the case
of inventory property, this section is
applicable to taxable years beginning
after August 21, 2000.

(2) Change in method of accounting.
Any change in a taxpayer’s method of
accounting necessary to comply with
this section is a change in method of
accounting to which the provisions of
sections 446 and 481 and the regulations
thereunder apply. For property that is
not inventory in the hands of the tax-
payer, a taxpayer is granted the con-
sent of the Commissioner to change its
method of accounting to comply with
the provisions of this section for costs
incurred after August 21, 2000, provided
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the change is made for the first taxable
year ending after August 21, 2000. For
inventory property, a taxpayer is
granted the consent of the Commis-
sioner to change its method of account-
ing to comply with the provisions of
this section for the first taxable year
beginning after August 21, 2000. A tax-
payer changing its method of account-
ing under this paragraph (f)(2) must file
a Form 3115, ““Application for Change
in Accounting Method,” in accordance
with the automatic consent procedures
in Rev. Proc. 99-49 (1999-2 I.R.B. 725)
(see §601.601(d)(2) of this chapter). How-
ever, the scope limitations in section
4.02 of Rev. Proc. 99-49 do not apply,
provided the taxpayer’s method of ac-
counting for property produced in a
farming business is not an issue under
consideration within the meaning of
section 3.09 of Rev. Proc. 99-49. If the
taxpayer is under examination, before
an appeals office, or before a federal
court at the time that a copy of the
Form 3115 is filed with the national of-
fice, the taxpayer must provide a dupli-
cate copy of the Form 3115 to the ex-
amining agent, appeals officer, or
counsel for the government, as appro-
priate, at the time the copy of the
Form 3115 is filed. The Form 3115 must
contain the name(s) and telephone
number(s) of the examining agent, ap-
peals officer, or counsel for the govern-
ment, as appropriate. Further, in the
case of property that is not inventory
in the hands of the taxpayer, a change
under this paragraph (f)(2) is made on a
cutoff basis as described in section 2.06
of Rev. Proc. 99-49 and without the
audit protection provided in section 7
of Rev. Proc. 99-49. However, a tax-
payer may receive such audit protec-
tion for non-inventory property by tak-
ing into account any section 481(a) ad-
justment that results from the change
in method of accounting to comply
with this section. A taxpayer that opts
to determine a section 481(a) adjust-
ment (and, thus, obtain audit protec-
tion) for non-inventory property must
take into account only additional sec-
tion 263A costs incurred after Decem-
ber 31, 1986, in taxable years ending
after December 31, 1986. Any change in
method of accounting that is not made
for the taxpayer’s first taxable year
ending or beginning after August 21,
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2000, whichever is applicable, must be
made in accord with the procedures in
Rev. Proc. 97-27 (1997-1 C.B. 680) (see
§601.601(d)(2) of this chapter).

[T.D. 8897, 65 FR 50644, Aug. 21, 2000; 65 FR
61092, Oct. 16, 2000]

§1.263A-5 Exception for qualified cre-
ative expenses incurred by certain
free-lance authors, photographers,
and artists. [Reserved]

§1.263A-6 Rules for foreign persons.
[Reserved]

§1.263A-7 Changing a method of ac-
counting under section 263A.

(@) Introduction—(1) Purpose. These
regulations provide guidance to tax-
payers changing their methods of ac-
counting for costs subject to section
263A. The principal purpose of these
regulations is to provide guidance re-
garding how taxpayers are to revalue
property on hand at the beginning of
the taxable year in which they change
their method of accounting for costs
subject to section 263A. Paragraph (c)
of this section provides guidance re-
garding how items or costs included in
beginning inventory in the year of
change must be revalued. Paragraph (d)
of this section provides guidance re-
garding how non-inventory property
should be revalued in the year of
change.

(2) Taxpayers that adopt a method of
accounting under section 263A. Tax-
payers may adopt a method of account-
ing for costs subject to section 263A in
the first taxable year in which they en-
gage in resale or production activities.
For purposes of this section, the adop-
tion of a method of accounting has the
same meaning as provided in §1.446-
1(e)(1). Taxpayers are not subject to
the provisions of these regulations to
the extent they adopt, as opposed to
change, a method of accounting.

(3) Taxpayers that change a method of
accounting under section 263A. Tax-
payers changing their method of ac-
counting for costs subject to section
263A are subject to the revaluation and
other provisions of this section. Tax-
payers subject to these regulations in-
clude, but are not limited to—

(i) Resellers of personal property
whose average annual gross receipts for
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